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With oil prices nearing the $100

per barrel mark, economists are

saying the chances are growing

that the United States could fall
into a recession next year. How well pre-
pared is Latin America for a US econom-
ic contraction? Which countries in the
region are most vulnerable, and how will
they cope?

Guest Comment: Jonathan

Heath: "In general, countries

around the world have become

less vulnerable to the US busi-
ness cycle. Part of the reason is the growing
participation of China in the global econ-
omy. In spite of a possible US recession,
China is expected to grow near 12 percent
in 2007 and 2008. This means that com-
modity prices are likely to remain high and
terms of trade relatively favorable for most
Latin American countries. Nevertheless,
not all countries in the region benefit from
the Chinese syndrome. Mexico, Costa
Rica, and El Salvador remain especially
vulnerable, as most of their exports are
directed to the US market. Costa Rica is
especially dependent on Intel's exports,
which represent between 15 and 20 per-
cent of total exports. Although the political
environment has been somewhat difficult
lately with the struggle to approve DR-
CAFTA, the economy has been profiting
from economic growth. Recent data show
significant declines in poverty and unem-
ployment. If the US recession coincides

with the approval of DR-CAFTA, the free
trade agreement could begin on the wrong
foot. Nevertheless, Costa Rica is probably a
net exporter of remittances, given the high
proportion of Nicaraguan workers in the
country. El Salvador has been improving as
it attracts more FDI and has benefited
from rising exports and wage remittances.
Given that non-traditional exports have
been the backbone of the economy, a US
recession would slow export growth and
reduce wage remittances. Most other
countries of the region are less vulnerable
to a US slowdown. Nevertheless, if a reces-

Continued on page 4

FEATURED CHART

Total Insurance Premiums
Written in Central America
H1 2007 vs. H1 2006 (% change)

El Salvador
Nicaragua
Guatemala

Honduras

Costa Rica 29.9

Total insurance premiums written in
Central America grew 16.5 percent to
$770.1 million in the first half of the year.
See Research Alert on page 4.

Data: Fitch Ratings
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Tabasco Floods Could
Cost Insurers $700 Million

Insurers could pay up to $700 mil-
lion after floods ravaged Mexico this
month, the Mexican Insurers
Association, or AMIS, said
November 8, according to Reuters.
The damage will be the most expen-
sive insurance payout in Mexico
since Hurricane Wilma wreaked
havoc on Cancun in 2005, AMIS
said. "The magnitude of this catas-
trophe ... could be compared to the
dimension of what happened in New
Orleans," AMIS President Jose
Morales said, referring to Louisiana's
Hurricane Katrina in 2005.

BNY Mellon to Acquire Brazil's
ARX Capital Management

The Bank of New York Mellon
Corp. announced November 13 it
agreed to acquire Brazilian asset
management firm ARX Capital
Management. In a press release,
BNY Mellon said ARX, which has
more than $2.6 billion in assets
under management, would be inte-
grated with its Brazilian unit. The
transaction, the terms of which were
not disclosed, is expected to be com-
pleted in the first quarter of 2008,
BNY Mellon said.

GP Investments Opens
Office in Mexico City

Latin American private equity firm
GP Investments on November 6
announced the opening of a Mexico
City office. In a press release, GP
Investments, which also has an
office in Brazil, said "the move is
aligned with GP Investments' belief
in increasing integration between
emerging markets economies and
the resulting potential for cross-bor-
der deals." The firm said the Mexico
office is being headed by firm part-
ner Marcio Tabatchnik Trigueiro.
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Financial Services News

Chavez: Venezuela Doesn't
Need Spanish Banks

Immersed in a spat with Spain after a tense
exchange with Spanish leaders at the
November 8-10 Ibero-American Summit
in Chile, Venezuelan President Hugo
Chavez said November 13 his country did
not need investment from Spanish banks
Santander and BBVA if relations between
the two countries sour further, Reuters
reported. "Spanish  investment in
Venezuela is not indispensable for us;
Banco Bilbao Vizcaya, Banco Santander ...
we don't need them," said Chavez, who
earlier this year threatened to nationalize

Santander has some $700 million in
investment in Venezuela, while BBVA has
$670 million invested.

ING to Buy Argentine Pension Fund,
Annuity Company for $280 Million

Dutch financial services group ING
announced on November 14 that it agreed
to buy 100 percent of Argentine pension
fund Origenes AFJP and annuity company
Origenes Seguros de Retiro from
Santander and Grupo Bapro for $280 mil-
lion. "This transaction will make ING the
largest pension fund manager and second
largest annuity provider in Argentina, fur-

« Spanish investment in Venezuela is not indispensable for us;

Banco Bilbao Vizcaya, Banco Santander ... we don't need them. 4

banks in Venezuela if they did not increase
lending. "So if the government of Spain or
the state of Spain ... starts to generate a
conflict, things are not going to go well."
Relations between the two countries
became tense on the last day of the
Summit when, during closing remarks by
Spanish Prime Minister Jose Luis
Rodriguez Zapatero, King Juan Carlos
scolded Chavez for interrupting Zapatero,
telling the Venezuelan leader, "why don't
you shut up?" Zapatero was asking for
more diplomacy from Chavez, who had
repeatedly called the Spanish prime minis-
ter's conservative predecessor, Jose Maria
Aznar, a "fascist." Chavez later said Juan
Carlos' remark reflected "500 years of
arrogance” by the former colonial power
in Latin America. Spanish Foreign
Minister Miguel Angel Moratinos said
November 13 that relations with
Venezuela would soon return to normal,
according to the Associated Press. "I don't
believe it should affect relations with
Venezuela," Moratinos was quoted as
telling Spain's lower house of parliament.
Spanish businesses have invested $2.4 bil-
lion in Venezuela since Chavez took office
in 1999, Reuters reported, citing Spain's
Business and Commerce Council. Grupo

b

— Hugo Chavez

ther enhancing the scale of its recently
boosted Latin American wealth manage-
ment business," ING said in a press release.
In July, ING said it was in talks with
Santander to buy its Argentine pension
operations after agreeing to buy Santander's
other Latin America pension assets for $1.3
billion to become the region's second-
largest pension fund manager.

Banco do Brasil Posts 50 Percent
Increase in Third-Quarter Profit

Banco do Brasil, Latin America's biggest
bank, announced November 13 that its
profit rose 50 percent in the third quarter as
farmers and consumers took advantage of
low interest rates to borrow more,
Bloomberg News reported. In a filing with
Brazil's  Securities and  Exchange
Commission (CVM), the state-owned
Banco do Brasil said its third-quarter net
income reached 1.36 billion reais ($US 761
million), up from 907 million reais in the
same period a year ago, while its credit
portfolio expanded 27 percent to 150.2 bil-
lion reais. Banco do Brasil is the biggest
lender to Brazilian farmers, who are bene-
fiting from high crop prices, according to
Bloomberg News. The bank is planning to
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take control of several government-owned
state banks, prompting protests from some
private banks that say they want to be able
to bid for the smaller banks. [Editor's note:
see related Q&A in the October 30 issue of
the FSA]. Banco do Brasil had total assets of
342.4 billion reais at the end of the quarter,
up from 281.6 billion reais in September
2006. Its share price on the Sao Paulo Stock
Exchange gained 11 percent in the quarter
and is up 32 percent for the year-to-date.
The benchmark Bovespa stock index is up
38 percent. Last month, the bank's board
gave its permission to start studying the
possibility of listing its shares in the United
States, according to Reuters.

Argentina's Banco Macro Posts
17 Percent Decline in Q3 Profit

Banco Macro, one of Argentina's largest
private banks, reported a 17 percent drop
in third-quarter net profit on Thursday
due to losses on its investments in
Argentine bonds, Reuters reported. The
bank said its net profit from July to
September was 88 million pesos ($US 27.5
million), down from 106 million pesos
during the same period of 2006. "This
result is due to lower net earnings (due to
the falling prices of bonds), which was
partially compensated by a substantial
increase in earnings from loans," Banco
Macro said in a statement to the Buenos
Aires Stock Exchange, according to
Reuters. Argentine sovereign debt suf-
fered big losses during the third quarter as
global investors sold off riskier emerging
market assets amid concerns about a cred-
it crunch in the United States caused by
the subprime mortgage market crisis.
Banco Macro reported a nine-month net
profit of 326.5 million pesos, up 17.8 per-
cent from the same period a year ago.

Brazilian Senate Panel
Votes to Extend CPMF Tax

A Brazilian Senate committee voted on
November 13 to extend a financial trans-
actions tax after the government built
more support for the measure by agreeing
to lower the tax rate, Bloomberg News
reported. The Senate's Constitution and
Justice Committee voted 12-9 to approve
the so-called CPMF tax, which generates
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In Focus

Solid Outlook for Peru's BCP Amid Greater Competition—Analyst

Editor's note: Last month, Raimundo Morales retired after 17 years as CEO of Peru's
largest bank, Banco de Credito. Incoming CEO Walter Bayly, who was the bank's chief
financial officer, takes the helm as Peru's economy is booming and its banking sector
growing. The Financial Services Advisor interviewed Federico Rey-Marino, a financial
institutions analyst at Standard & Poor's, about the bank and the competitive land-
scape it faces.

Financial Services Advisor: Banco de Credito saw profit grow 44 per-
cent year-on-year in the third quarter, while its holding company,
Credicorp, registered an astounding 76 percent growth. What is your
outlook for Banco de Credito and its sister companies going forward?

X

Rey-Marino: In the context of a local economy that has been growing ‘\ A
very rapidly over the past five years, with material improvement in the —
economics and in the social sides, Credicorp faces a positive operating
environment for the future. We believe that the group will take advantage of its cus-
tomer-oriented strategy and maintain a solid performance in the short to medium
term. The continued reduction of Peru's historic vulnerabilities will contribute to the
local financial system's strength and the group's performance in the long run.

Rey-Marino

FSA: Will the bank continue to dominate the market in this environment, or will
others, such as newcomer Santander, eat up some market share?

Rey-Marino: The Peruvian banking sector has been experiencing tremendous growth
during recent years, fuelled by the dynamism of domestic demand and higher invest-
ment in the corporate sector. In this
respect, given the attractiveness of the
industry, competition is expected to

9y increase significantly in the future, not
only by existing players but also from

— Federico Rey-Marino newcomers and non-traditional

financial companies, such as retail

chains. However, we believe BCP will

take advantage of its strong franchise, its active commercial strategy, and its huge dis-
tribution capabilities to maintain a leading position in the Peruvian banking industry.

« Competition is expected to

increase significantly in the future.

FSA: What changes should we expect under the new CEO's leadership?

Rey-Marino: The recently appointed CEO, Walter Bayly, will receive a more sophisti-
cated entity, an institution better prepared to capitalize future growth. With more than
10 years at BCP, Mr. Bayly will contribute with his extensive experience in the group
and [his] deep regional knowledge. The new CEO will face the challenge of pushing
the group's strategy forward in a more complex and competitive market.

about 10 percent of government revenue
and was set to expire at the end of the year.
The bill now passes to the full Senate
chamber, where it must be approved by 49
out of 81 senators in two full votes.

Finance Minister Guido Mantega agreed
earlier on the day of the vote to gradually
lower the tax rate by 0.02 percent per year
until it reaches 0.30 percent in 2011 from
0.38 percent now. The cut will reduce gov-
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ernment revenue by up to 20 billion reais
($US 11.3 billion) between 2008 and 2011.
"We are at the limit of our negotiations,"
Mantega was quoted as saying. "If we give
any more, we would have to reduce invest-
ment." The government also offered other
tax benefits in a bid to swing votes among
the opposition and some members of the
ruling coalition. Brazilians who earn less
than 2,800 reais ($US 1,583) per year will
be exempt from the tax, whereas a previ-
ous proposal called for exempting those
who earned less than 4,340 reais.

Walmex to Accelerate Expansion
into Mexico's Banking Sector

Mexico's biggest retailer, Walmex, plans to
speed up its expansion into the country's
banking sector with the opening of as
many as 80 branches in 2008, the head of
Walmex's banking unit, Julio Bosco, said
November 13, according to Reuters. "Next
year, our goal is to find how to increase the
50 to 60 openings we had spoken of ...
[and] maybe reach between 70 and 80,"
Bosco was quoted as telling analysts.
Walmex, a unit of US retail giant Wal-Mart
Stores Inc., recently opened its first nine
in-store bank branches, and plans to have
16 total by the end of November. Walmex's
entry into Mexico's banking sector is
expected to put pressure on traditional
banks, which have been criticized for
charging high interest rates and fees.
Walmex has 897 stores throughout Mexico.

Argentina's Grupo Financiero
Galicia Posts Q3 Profit Decline

Argentina's Grupo Financiero Galicia
said November 12 that its third-quarter
profit fell 79 percent due to results at its
main banking unit, Banco Galicia,
Reuters reported. Grupo Galicia reported
a third-quarter profit of 6.9 million pesos
($US 2.16 million), down from 33.2 mil-
lion pesos a year ago. Banco Galicia,
Argentina's biggest private bank, posted a
profit of 7.5 million pesos for the quarter,
compared to 8.8 million pesos a year ago.

Swiss Bank Employees Arrested
in $575 Mn Fraud Case

Brazilian federal police arrested 20 bank

Copyright © 2007, Inter-American Dialogue

Research Alert

Higher Premiums, Lower Costs Boost Central America Insurance Profits

Central America's insurance sector is poised for healthy growth as higher premiums
and lower operating expenses have led to rising profitability, according to a special
report by Fitch Ratings published on November 14.

The region's insurance sector saw net profits grow 44 percent in the first half of the
year, reaching $100.1 million, the report found. Fitch attributed the growth to higher
net premiums, lower operating expenses, and a relatively stable loss ratio of 59.7 per-
cent. The sector also enjoys adequate liquidity and leverage ratios, Fitch said.

Total premiums written in the region grew
16.5 percent to $770.1 million in the first half
of the year. Costa Rica had the largest share of
premiums in the region, with $226.4 million
during the first half of 2007. Growth was low-
est in El Salvador [see chart], where economic
activity is relatively slower and property and

casualty insurers are in a price war.

"Fitch believes that the Central American
insurance sector will be undergoing significant
changes over the next few years," Fitch Central
America director Eduardo Recinos said. "The

Total Insurance Premiums
Written in Central America
H1 2007 vs. H1 2006 (% change)

El Salvador
Nicaragua
Guatemala

Honduras

Costa Rica

Source: Fitch Ratings

restructuring process carried out in Costa Rica, the significant increase expected in
foreign investment, regulatory improvements, and the development of new distribu-
tion channels and products all support Fitch's view."

Guatemalan insurers wrote $195.6 million in premiums in the first half of the year,
followed by El Salvador with $184.8 million, Honduras with $115.2 million, and

Nicaragua with $48 million.

Featured O&A
Continued from page 1

sion causes a change in terms of trade,
most of the region will be affected.”

Guest Comment: Tim Kearney:
"Latin America's solid funda-
mentals have played a major
role in allowing asset prices,
economies, and currencies to maneuver
amid the recent global market volatility.
We have identified 'momentum’ as a key
variable in the outlook, as Latin America
works through the effects of global cred-
it market instability. That doesn't mean
that the region will avoid being tagged
by a US slowdown, which we think starts
in the fourth quarter 2007 and runs

three quarters or so. Capital flows—
themselves a reflection of good growth
prospects—have continued, as reflected
in the general rise in foreign exchange
reserves in the third quarter.
Throughout the region, growth
momentum has continued to be strong.
Regional real GDP expanded by 5.4 per-
cent year-on-year in the second quar-
ter—despite a soft 2.8 percent perform-
ance from Mexico. Early data for the
third quarter show a pick-up in Brazil,
while Argentina, Colombia, and Peru
continue to grow strongly. Mexico's
monthly GDP estimator showed
stronger results in July and August,
though industrial production growth
slowed in September, and that sector

Continued on page 6
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employees on November 6 in a $575 mil-
lion fraud case, Reuters reported. They
will be charged with tax and currency
fraud, money laundering, and withhold-
ing information from the central bank. A
source close to the secret investigation said
two of those arrested were managers at
UBS in Switzerland. UBS Pactual, UBS'
Brazilian unit, has denied any involvement
in the matter. A spokeswoman for Swiss
bank Clariden Leu confirmed one of its
employees was also arrested.

Political News

Argentine President-Elect Fernandez
Announces Cabinet Appointments

Argentine President-elect and First Lady
Cristina ~ Fernandez = de  Kirchner
announced her cabinet appointments on
November 14, saying she would retain
most of her husband's ministers but
replace the economy minister when she
assumes office next month, Reuters report-
ed. Fernandez, who handily won the
October 28 presidential election, said she
would keep seven out of 11 cabinet minis-
ters serving under current President
Nestor Kirchner, including Cabinet Chief
Alberto Fernandez, Foreign Minister Jorge
Taiana, Labor Minister Carlos Tomada,
Defense Minister Nilda Garre, and
Planning Minister Julio de Vido, when she
takes office on December 10. However,
Fernandez said she would replace current
Economy Minister Miguel Peirano, nam-
ing 37-year-old economist and banker
Martin Lousteau to run the economy min-
istry. Peirano, who only took office in July,
was reportedly not asked to stay on amid
differences with Fernandez and Kirchner
over how to tackle inflation, according to
Reuters. Lousteau, head of state-run
Banco de la Provincia de Buenos Aires,
will now be tasked with tackling inflation,
which the government says is around 8
percent but which most other economists
estimate to be closer to 20 percent.
Another challenge Lousteau will face is
negotiating Argentina's debt with the Paris
Club. A former minister of production in
Buenos Aires province, Lousteau once
served as an advisor to Argentina's Central
Bank.

Copyright © 2007, Inter-American Dialogue

POLITICAL & ECONOMIC BRIEFS

House Approves US Free
Trade Agreement with Peru

The US House of Representatives
approved a free trade agreement
(FTA) with Peru on November 8,
handing a rare victory to President
George W. Bush in a vote that split
Democratic ranks. Lawmakers voted
285 to 132 to approve the pact, the
first of four pending FTAs negotiated
by the Bush administration. It now
passes to the Senate. A similar deal
with Colombia appears stalled amid
lawmakers' concerns about the coun-
try's human rights record, while a deal
with Panama could face hurdles
because the head of its national
assembly is wanted in the US on mur-
der charges.

Ecuador Appoints Third Head of
Central Bank in Five Months

Ecuador's third Central Bank chief in
five months was appointed on
November 14, Bloomberg News
reported. Mauricio Martinez was
picked as interim chief, replacing
interim chief Gladys Palan, who
stepped down five days after replacing
Jorge Davalos, who resigned along
with several other officials. The
upheaval comes as President Rafael
Correa seeks constitutional changes to
limit the Bank's autonomy.

Chile's Central Bank Holds
Interest Rate at 5.75 Percent

As expected, Chile's Central Bank kept
its benchmark overnight lending rate
steady at 5.75 percent on November
13 after reporting moderate inflation
numbers last week, according to
Reuters. Last week, the government
said the consumer price index rose
just 0.3 percent in October, below the
1.1 percent rise in each of the last
three months. Annual inflation is
expected to remain high but gradually
taper off, the Bank said.

Ex-General Calls on Venezuelans Not
to Abstain in Vote on Reforms

Venezuelans should not abstain from
voting in an upcoming referendum
on controversial constitutional
reforms backed by President Hugo
Chavez, a leading opponent of the
reforms said November 12, according
to Bloomberg News. "Abstention isn't
effective," former Defense Minister
Raul Baduel was quoted as telling
local television. Baduel was at one
time Venezuelan President Hugo
Chavez's closest military ally.

Powerful Earthquake Strikes Northern
Chile; At Least Two Dead

At least two people were killed and
more than 150 were hurt after a pow-
erful earthquake struck northern
Chile on November 14, damaging
homes, blocking roads, knocking out
electricity, and shutting down pro-
duction at some of the world's
biggest copper mines. Ricardo Lagos
Weber, a spokesman for Chilean
President Michelle Bachelet, said
some 100 houses in the town of
Tocopilla were destroyed and another
2,500 were damaged. The govern-
ment said it was sending emergency
housing, food, and medical aid to the
town.

Guerrilla Bombings Hurt Mexican
Industrial Output in September

Mexico's industrial output in
September, announced on November
14, came in lower than expected due
to guerrilla bombings of pipelines
that cut off oil and gas supplies to
2,500 companies that montbh,
Bloomberg News reported. Output
rose 0.4 percent year-on-year in
September, whereas in August it rose
2.8 percent, the government said in a
statement. September also had one
fewer working day this year than last,
affecting the figure.
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Featured 0&A
Continued from page 4

could add some drag to third-quarter
GDP growth. We note that inflation
remains a simmering issue in Latin
America. CPIs are higher, with food and
energy prices being key drivers. The
move by Latin American central banks to
inflation targeting occurred at a time
when food and other commodity prices
were low, below their 10-year moving
averages. Higher commodity prices have
led to higher headline CPI inflation.
Central banks have kept tightening bias-
es throughout the market turbulence,
which could add some drag to growth as
the effects of a global slowdown are felt
in the coming months."

Guest Comment: Claudio Loser:

"The IMF's last World Economic

Outlook projection indicates

that the US economy will grow
by 1.9 percent and Latin America by 4.2
percent in 2008. Given the deepening
problems of the American financial sec-
tor and high oil prices, the US may well
fall into recession, even if a short one, in
the near future. The Latin American
economy will benefit from its diversified
export markets, if China, India, and
Europe continue growing as in the past.
However, this is also unlikely, and Latin
America's growth may decline more
drastically. In general, the region is well
prepared for a slowdown because the fis-
cal and reserve positions are stronger
than in any period in the recent quarter
century. However, exports and tourism
will suffer, particularly in Mexico, Central
America, and the Caribbean, with some-
what less of an impact in South America.
Two other factors will affect the region:
remittances are already slowing down,
thus reducing the capacity of the region
to deal with a recession; and oil prices
will hit a large number of oil-importing
countries, particularly smaller countries.
A final complication is that financial
markets are much tighter, and govern-
ments will find it more difficult to refi-
nance their loans. Argentina, Ecuador,
and to some extent Venezuela will have
difficulties in these circumstances, but in
general the region will confront pain but
no disaster in 2008."

Copyright © 2007, Inter-American Dialogue

Guest Comment: Guillermo
Calvo: "Latin America's growth
is highly sensitive to external
variables like terms of trade,
international financial conditions, and
growth in the rest of the world. This fact
is strongly supported by a recent IDB
study (Alejandro Izquierdo and Ernesto
Talvi, 'Booms and Busts in Latin
America: the Role of External Factors').
Thus, a slowdown in the US due to high
oil prices does not bode well for non-oil
exporters in the region. However, if
effects are constrained to the US, I would
expect the shock to be minor. Exceptions
may be Mexico and Central America
where a large share of exports is directed
toward the US. There are, however, other
indirect transmission channels like, for
instance, a deterioration of the terms of
trade for non-oil exporters. This could
result in a sharp increase in their current
account deficits which, given the actual
impasse in global credit markets, may
cause additional credit difficulties.
However, I tend to discount their severi-
ty for economies like Chile and Brazil.
This is so because investors are learning
to differentiate between good and bad
debtors, and Brazil and Chile are at the
top of the list. Thus, all in all a US slow-
down should have minor consequences,
except in countries that have strong
trade links with the US and/or pursue
market-unfriendly policies."

Jonathan Heath is Head of Research and
Chief Economist at HSBC Mexico.

Tim Kearney is a Senior Economist at
Bear Stearns.

Claudio Loser is a Senior Fellow at the
Inter-American Dialogue and former
Head of the Western Hemisphere
Department at the International
Monetary Fund.

Guillermo Calvo is a Professor of
Economics in the School of International
and Public Affairs at Columbia
University and former Chief Economist at
the Inter-American Development Bank.
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